CHAPTER 3
BUSINESS COMBINATION

1. DEFINITION

Business combination is a combination or merging between two or more business into single business entity for business expansion. Most of business combination or merger are for the following reasons:
a. Operating synergies
b. Improving competitive advantages
c. Financial synergy
d. Deversification
e. Divestitures

2. ACQUISITION OF A COMPANY

Illustration 3.1

Balance sheet of P and S Company as of January 1, 2014 (before merger) are as follows:

	
	P Company
	S Company

	
	Book Value
	Book Value
	Fair Value

	Cash and receivables
	$     250,000
	$  180,000
	$  170,000

	Inventory
	260,000
	100,000
	140,000

	Land
	600,000
	120,000
	400,000

	Building and Equipment
	800,000
	900,000
	1,000,000

	Acc. Depreciation – Building & Equipment
	(300,000)
	(300,000)
	

	Total Assets
	 1,610,000
	1,000,000
	1,710,000

	Current Liabilities
	110,000
	110,000
	150,000

	Bond Payable, 9%, due 1/1/2020, interest
	
	
	

	Payable semiannually on 6/30 and 12/31 
	0
	400,000
	350,000

	Total Liabilities
	110,000
	510,000
	500,000

	Sockholders’ Equity
	
	
	

	Common Stock, $15 par value, 50,000 shares
	750,000
	
	

	Common Stock, $5 par value, 60,000 shares
	
	300,000
	

	Other Contributed Capital
	400,000
	50,000
	

	Retained Earnings
	350,000
	140,000
	

	Total Stockholders’ Equity
	1,500,000
	490,000
	

	Total Liabilities and stockholders’ equity
	1,610,000
	1,000,000
	

	Net Assets at Book Value (Assets – Liabilities)
	1,500,000
	490,000
	

	Net Assets at Fair Value
	
	
	1,210,000



Assume that on January 1, 2014, P Company, in a merger, acquired the assets and assumed the liabilities of S Company. P Company gave one of its $15 par value common shares to the former stockholders of S Company for every two shares of the $5 par value common stock they held. 

P Company common stock, which was selling at a range of $50 to $52 per share during an extended period prior to the combination, is considered to have a fair value per share of $48 after an appropriate reduction is made in its market value for additional shares issued and for issue costs. The total value of the stock issued is $1,440,000 ($48 x 30,000 shares). 

Because the book value of the bonds is $400,000, bond discount in the amount of $50,000 ($400,000 - $350,000) must be recorded to reduce the bonds payable to their present value.

P Company will make the following journal entry to record the exchange of stock for the net assets of S Company:

	Cash and Receivables
	$    170,000
	

	Inventories
	140,000
	

	Land
	400,000
	

	Building and Equipment (net)
	1,000,000
	

	Discount on Bonds Payable
	50,000
	

	Goodwill (1,440,000 – 1,210,000)
	230,000
	

	
	Current Liabilities
	
	$   150,000

	
	Bond Payable
	
	400,000

	
	Common Stock (30,000 x $15)
	
	450,000

	
	Contributed Capital (30,000 x (48-15))
	
	990,000


	Note:	
1. The sum of common stock and contributed capital is: 450,000+990,000 = 1,440,000
2. The fair value of net assets is: 1,710,000 – 500,000 = 1,210,000


Balance sheet of P Company after acquisition January 1, 2014 (after merger) is as follows:

	Cash and receivables
	
	$   420,000  

	Inventory
	
	400,000

	Land
	
	1,000,000

	Building and Equipment
	1,800,000
	

	Acc. Depreciation – Building & Equipment
	(300,000)
	1,500,000

	Goodwill
	
	230,000

	Total Assets
	
	3,550,000

	Current Liabilities
	
	260,000

	Bond Payable
	400,000
	

	Bond Discount
	(50,000)
	350,000

	Total Liabilities
	
	610,000

	Sockholders’ Equity
	
	

	Common Stock, $15 par value, 50,000 shares
	1,200,000
	

	Other Contributed Capital
	1,390,000
	

	Retained Earnings
	350,000
	

	Total Stockholders’ Equity
	
	2,940,000

	Total Liabilities and stockholders’ equity
	
	3,550,000



Exercise:
3.1. 	Preston Company acquired the assets (except for cash) and assumed the liabilities of Savile Company. Immediately prior to the acquisition, Savile Company’s balance sheet was as follows:

	
	Book Value
	Fair Value

	Cash
	$    120,000
	$   120,000

	Receivables (net)
	192,000
	228,000

	Inventory
	360,000
	396,000

	Plant and equipment (net)
	450,000
	540,000

	Land
	420,000
	660,000

	Total assets
	1,572,000
	1,944,000

	Liabilities
	540,000
	594,000

	Common stock ($5 par value)
	480,000
	

	Other contributed capital
	132,000
	

	Retained earning
	420,000
	

	Total equities
	1,572,000
	



	Required:
A. Prepare the journal entries on the book of Preston Company to record the purchase of the assets and assumption of the liabilities of Savile Company if the amount paid was $1,560,000,- in cash.
B. Repeat the requirement in A assuming that the amount paid was $990,000

3.2.	The balance sheets of Petrello Company and Sanchez Company as of January 1, 2014, are presented below. On that date, afer an extended period of negotiation, the two companies agreed to merge. To effect the merger, Petrello Company is to exchange its unissued common stock for all the outstanding shares of Sanchez Company in the ratio of ½ share of Petrello for each share of Sanchez. Market values of the shares were agreed on as Petrello, $48 and Sanchez $24. The fair values of Sanchez Company’s assets and liabilities are equal to their book values with the exception of plant and equipment, which has an estimated fair values of $720,000.

	
	Pretello
	Sanchez

	Cash
	$    480,000
	$   200,000

	Receivables 
	480,000
	240,000

	Inventories
	2,000,000
	240,000

	Plant and equipment (net)
	3,840,000
	800,000

	Total assets
	6,800,000
	1,480,000

	Liabilities
	1,200,000
	320,000

	Common stock ($16 par value)
	3,440,000
	800,000

	Other contributed capital
	400,000
	0

	Retained earnings
	1,760,000
	360,000

	Total equities
	6,800,000
	1,480,000



	Required:
A. Prepare journal entries in Pretello book to record the aquisition.
B. Prepare a balance sheet for Pretello Company immediately after the merger.

3. BARGAIN ACQUISITION

When the price paid to acquire another firm is lower than the fair value of identifiable net assets (assets minus liabilities), the acquisition is referred to as a bargain. The rule are:
· Any previously recorded goodwill on the seller’s books is eliminated (and no new goodwill recorded)
· A gain is reflected in current earnings of the acquiree to the extent that the fair value of net assets exceeds the consideration paid.
 
Illustration 3.2.

Assume that Payless Company pays $17,000 cash for all the net assets of Shoddy Company when Shoddy Company’s balance sheet shows the following book values and fair values:

	
	Book Value
	Fair Value

	Current Assets
	$    5,000
	$   5,000

	Building (net)
	10,000
	15,000

	Land
	3,000
	5,000

	Total Assets
	18,000
	25,000

	Liabilities
	2,000
	2,000

	Common Stock 
	9,000
	

	Retained Earning
	7,000
	

	Total Liabilities and Equity
	18,000
	

	Net Assets at Book Value 
	16,000
	

	Net Assets at Fair Value
	
	23,000



Cost of the acquisition ($17,000) minus the fair value of net assets acquired ($23,000) produces a bargain, or an excess of fair value of net assets acquired over cosst of $6,000.

The entr by Payless Company to record the acquisition is then:
	Current Assets
	$    5,000
	

	Buildings
	15,000
	

	Land
	5,000
	

	
	Liabilities
	
	$   2,000

	
	Cash
	
	17,000

	
	Gain on Acquisition of Shoddy
	
	6,000



4. CONTINGENT CONSIDERATION

Purchase agreements sometimes provide that the purchasing company will give additional consideration to the seller if certain specified future events or transactions occur. The contingency may require the payment of cash (or other assets) or the issuance of additional securities.

Illustration 3.3.

Assume that P Company acquired all the net assets of S Company in exchange for P Company’s common stock. P Company also agreed to pay an additional $150,000 to the former stockholders of S Company if the average postcombination earnings over the next two years equal or exceeded $800,000. Assume that goodwill was recorded in the original acquisition transaction. To complete the recording of the acquisition, P Company will make the following entry:


	Goodwill
	150,000
	

	
	Liability for Contingent Consideration
	
	150,000



Assuming that the target is met, P Company will make the following entry:

	Liability for Contingent Consideration
	150,000
	

	
	Cash
	
	150,000



On the other hand, assume that the target is not met, the adjustment will be as follows:

	Liability for Contingent Consideration
	150,000
	

	
	Income from Exchange in Estimate
	
	150,000



If the contingent consideration took the form of stock instead of cash, it would be classified as Paid in Capital from Contingent Consideration Issuable. 

Suppose that P Company acquired all the net assets of S Company in exchange for P Company’s common stock. P Company also agreed to issue additional shares of common stock to the former stockholders of S Company if the average post combination earnings over the next two years equal or exceeded $800,000. Assume that the contingency is expected to be met, and goodwill was recorded in ther original acquisition transaction.

Based on the information available at the acquisition date, the additional 10,000 shares (par value $1 per share) expected to be issued are valued at $150,000. To complete the recording of the acquisition, P Company will make the following entry:

	Goodwill
	150,000
	

	
	Paid-in-Capital for Contingent Consideration
	
	150,000



Assuming that the target is met, but the stock price has increased from $15 per share to $18 per share at the time of issuance. P Company will not adjust the original amount of recorded as equity. Thus, P Company will make the following entry:

	Paid-in-Capital for Contingent Consideration
	150,000
	

	
	Common Stock ($1 par)
	
	10,000

	
	Paid Capital in Excess of Par
	
	140,000



Adjustment During the Measurement Period

The measurement period is the period after the initial acquisition date during which the acquirer may adjust the provisional amounts (the amounts which are based on prudent judgment) recognized at the acquisition date.

The measurement period ends as soon as the acquirer has the needed information about facts and circumstances (or learns that the information is unobtainable), not to exceed one year from the acquisition date.



Illustration 3.4.

Assume that P Company acquires S Company on December 31, 2014 for cash plus contingent consideration depending on the assessment of a lawsuit against S Company assumed by P Company. 

The initial provisional assessment includes an estimated liability for the lawsuit of $250,000, an estimated contingent liability to the shareholders of $25,000, and goodwill of $330,000. The acquisition contract specifies the following conditions: 
1. So long as the lawsuit is settled for les than $500,000, S Company shareholders will receive some additional consideration. 
2. If the lawsuit results in a settlement of $500,000 or more, then S Company shareholders will receive no additional consideration.
3. If the settlement is resolved with a smaller (larger) outlay than anticipated ($250,000), the shareholders will receive additional (reduced) consideration accordingly, thus adjusting the contingent liability above of below $25,000.
Suppose that during the measurement period, new information reveals the estimated liability for the lawsuit to be $275,000, and the estimated contingent liability to the shareholders to be $22,500. 

Because the new information was (a) obtained during the measurement period, and (b) related to circumstances that existed at the acquisition  date, the following journal entry would be made to complete the initial recording of the business combination:

	Goodwill
	22,500
	

	Liability for Contingent Consideration
	2,500
	

	
	Estimated Liability for Lawsuit
	
	25,000



In some cases, consideration contingently issuable may depend on both future earnings and future security prices. In such cases, and additional cost of the acquired company should be recorded for all additional consideration contingent on future events, based on the best available information and estimates at the acquisition date (as adjusted by the end of the measurement period for facts that existed at the acquisition date).

5. LEVERAGE BUYOUTS

A leverage buyout (LBO) occurs when a group of employees (generally a management group) and third-party investors create a new company to acquire all the outstanding common shares of their employer company. The management group contributes whatever stock they hold to the new corporation and borrows sufficient funds to acquire the reminder of the common stock. The old corporation is then merged into the new corporation. The LBO term results because most of the capital of the new corporation comes from borrowed funds. 

Excercise:

3.3. 	Pretzel Company acquired the assets (except for cash) and assumed the liabilities of Salt Company on January 2, 2013. As compensation, Pretzel Compaby gave 30,000 shares of its common stock, 15,000 shares of its 10% preferred stock, and cash of $50,000 to the stockholders of Salt Company. On the acquisition date, Pretzel Company stock had the following characteristics:

	PRETZEL COMPANY
	Stock
	Par Value
	Fair Value

	Common
	$   10
	$   25

	Preferred
	100
	100


	Immediately prior to the acquisition, Salt Company’s balance sheet reported the following book values and fair values:

	
	Book Value
	Fair Value

	Cash
	$    165,000
	$   165,000

	Accounts Receivable (net of $11,000 allowance)
	220,000
	198,000

	Inventory – FIFO Cost
	275,000
	330,000

	Land
	396,000
	550,000

	Buildings and equipment (net)
	1,144,000
	1,144,000

	Total Assets
	2,200,000
	2,387,000

	Current Liabilities
	275,000
	275,000

	Bonds Payable, 10%
	450,000
	495,000

	Common Stock, $5 par value
	770,000
	

	Other contributed capital
	396,000
	

	Retained Earning
	309,000
	

	Total Liabilities and Equity
	2,200,000
	



	Required:

	Prepare the journal entry on the books of Pretzel Company to record the acquisition of the assets and assumption of the liabilities of Salt Company. 

3.4. P Company Acquired the assets and assumed the liabilities of S Company on January 1, 2014, for $510,000 when S Company’s balance sheet was as follows:

	Cash
	$   96,000
	Account Payable
	$     44,400

	Receivables
	55,200
	Bonds Payable, 10%
	

	Inventory
	110,400
	Due 12/31/2019
	480,000

	Land
	169,200
	Common Stock, $2 par v.
	120.000

	Plant and Equipments (net)
	466,800
	Retained Earnings
	253,200

	Total
	$  897,600
	Total
	$   897,600



	Fair value of S Company’s assets and liabilities were equal to their book values except for the following:
1. Inventory has a fair value of $126,000 
2. Land has a fair value of $198,000
3. The bonds pay interest semiannually on June 30 and December 31. The current yield rate on bonds of similar risk is 8%

	Required:
	Prepare journal entry on P Company’s books to record the acquisition of the assets and assumption of the liabilities of S Company.
3.5. Pritano Company acquired all the net assets of Succo Company on December 31, 2014, for $2,160,000 cash. The balance sheet of Succo Company immediately prior to the acquisition showed:

	
	Book Value
	Fair Value

	Current assets
	$     960,000
	$     960,000

	Plant and equipment
	1,080,000
	1,440,000

	Total
	$  2,040,000
	$  2,400,000

	Liabilities
	180,000
	$     216,000

	Common Stock
	480,000
	

	Other contributed capital
	600,000
	

	Retained Earnings
	780,000
	

	Total
	$  2,040,000
	



 	As part of the negotiations, Pritano agreed to pay the stockholders of Succo $360,000  cash if the postcombination earnings of Pritano averaged $2,160,000 or more per year over the next two years.

	Required:
	Prepare the journal entries on the books of Pritano to record the acquisition on December 31, 2014. It is expected that the earnings target is likely to be met.
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